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POSTWAR SPENDING AND INELATION “= 


““TNFLATION is just aroun.’ the corner.” “Inflation is in- 
evitable.” ‘Inflation is here.” 

Statements like these are being made with increasing 
frequency as the war progresses. They can be, and to many 
probably are, very alarming. Since both buying and selling 
stampedes are matters of psychology as well as of money 
and finance, it is desirable that some facts be clearly un- 
derstood. 

The economic phenomena which are called “inflation” 
and “‘deflation” express, in exactly opposite directions, the 
results of certain changes in purchasing power and prices. 
Taking a description of inflation as an example, it is 
possible to understand deflation by reversing the conditions. 
An inflation is ordinarily manifested in two stages. The 
first stage is an increase in the volume of credit, the second 
stage is an advance in prices. Credit rather than paper 
currency is the important factor in this country because so 
large a part of the purchasing power consists of bank 
deposit credits. 

In the current situation, the first stage of the wartime 
inflation has already occurred. This is the inflation of 
bank credit, evidenced by the rise of bank deposits and of 
Federal Reserve notes. Bank credit inflation has been pro- 
duced by the sales of government bills, notes, and bonds 
to the banks. Despite the increasing taxation and the bond 
purchases by non-bank investors, the banks have had to 
participate substantially in the successive war loans. 

The second stage of the inflationary process, which is the 
advance of prices, has been held in check by a system of 
price, wage, and ration controls. Without these controls the 
trend of prices during the present war would no doubt 
have been similar, or even in excess of the trend during 
the first World War. It is said that the controls must be 
extended beyond the war period in order to prevent, then, 
a skyrocketing of prices during the reconversion period. 
Whether this will be needed, and whether it would be 
effective, will largely depend upon the behavior of the 
people, and their attitude will be influenced in consider- 
able degree by a correct understanding of the facts. Now 
that they are beginning to sense the inflation danger, it is 

time to provide a realistic view of the outlook together with 
some counsel as to the best way of minirnizing the danger. 
The following discussion is offered to meet these needs. 


Its thesis is that while there is, potentially, a powerful 
inflationary force, yet there need not be as devastating a 
destruction of values through runaway prices as is implied 
in some of the talk about inflation. 

The first step toward clear understanding is a diagnosis 
of the inflation menace by appraising its potential dimen- 
sions. Data compiled by the Securities and Exchange Com- 
mission reveal an estimated accumulation of buying power 
in the hands of individuals which, at the end of 1944, 
exceeded $100 billion. In view of the fact that in 1944 the 
total of retail sales was some $69.3 billion, and of the 
further fact that during the reconversion period the quantity 
of civilian goods cannot be quickly increased, the existence 
of more than $100 billion of spending power, available 
for market use at the discretion of the holders, would offer 
the threat of a pressure on prices too strong to be resisted 
by any price control authority. 

This would no doubt be true if the entire amount which 
the SEC classifies as savings were to come into the market 
within a relatively short period of time. An examination of 
the SEC data provides the basis for concluding that this 
is not likely to happen. The following table summarizes 
the record of savings since 1940.1 


Estimated Gross Savings of Individuals, 1940-1944 
Billions 








Class of Savings Amount 
Currency and bank deposits ....:..cccccccmceescssenssesneruseensen $ 51.6 
Savings and loan assdciations .............. cig. ee 
Insurance and PeMSiON FESETVES cccsscceeneeeve sia gets aceaeeaeee 26.2 
Securities (including U. S. Savings Bonds $34.6 billion)...... 41.3 
iii it ecrictciencciceninctinncciihiala 7.4 
Automobiles and other durable consumer g00d5..........c-c:oce-0 41.0 
Liquidation of debt mot elsewhere classified .....cccccccmocmsncnene 1.9 
Ts I I sercise set ccccreteennsiterninnee ichinscsachiaaaialial $171.8 
Fen ee NE at, 
ee ere sissies aA 





Liquid savings are defined as gross savings less purchases 
of homes, automobiles and other durable consumer goods, 
and liquidation of debt previously incurred on account of 
the purchase of the foregoing classes of goods. 





1 Securities and Exchange Commission, Statistical Series, Release No. 749, 
March 20, 1945, p. 3. 
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The amounts shown in this table represent the part of 
individual income receipts during the years 1940-1944 
that were not spent for consumer goods and services, other 
than dwellings and durable consumer goods. They are 
called “savings.” In part the funds represent savings in 
the true meaning of the term, and in part they represent 
the accumulation of income receipts which were not spent 
as received because of rationing controls or the unavailibility 
of goods. So far as the major problem of price inflation 
is concerned, the apportionment of the total accumulation 
between these two purposes is the important matter. 

Two questions arise in connection with these data. The 
first is, What proportion of total savings is likely to be 
spent? The second is, How rapidly will the spending occur? 

Neither of these questions can be answered with com- 
plete assurance since the holdings of each individual are 
not rigidly assigned to saving or to spending. Shifts can 
and do occur from one purpose to the other. It is possible, 
however, to formulate an opinion on these matters based 
on the evidence and logic of the statistics themselves. 


The part of the total that seems least likely to involve 
spending after the war is the nonliquid portion, that is, 
the savings which have gone into houses and durable con- 
sumer goods. To the extent that the owners of these goods 
have clear title, it would be possible to use them as the 
security for loans, thereby providing cash for ready spend- 
ing. Distress borrowing of this sort will occur in the 
future as it has in the past, but its volume is not likely to 
be important except in a long period of severe depression. 
Such a period would be one in which consumer spending 
would be curtailed, hence there would be no inflation 
threat therefrom. 

The first category of the liquid savings is the currency 
and bank deposits, the holdings of which by individuals 
increased $51.6 billion in the five years covered by the 
preceding table. All of this is, of course, spendable on 
short notice. The principal reason for thinking that this 
will not occur in the consumer goods market is the fact 
that, according to the SEC, a substantial portion of demand 
deposits, and of individual savings generally, is attributable 
to the owners of unincorporated business.2 No indication 
is given as to how large the “‘substantial portion” is, but 
the control of that portion by business men suggests that 
much, if not all of it will be spent for reconversion where 
necessary; for renewal of stocks of materials, supplies, or 
finished goods; for modernization; and to some extent in 
new business ventures. It is not likely, in the first instance, 
to be poured directly into the consumer market. The 
owners of unincorporated business will be engaged in pro- 
ducing consumers’ goods, in fabrication at some stage or 
other preliminary to finishing, or in the marketing of such 
goods, They will observe due caution in their buying of 





3 Securities and Exchange Commission, Statistical Bulletin, December 1944, 
p. 16, footnote 1. 
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materials, etc., to avoid being caught with over-priced 
stocks. 

If we assume that the increase in cash and bank deposit 
holdings of business men constitutes half of the total in- 
crease, and that most of this half will not be used in the 
purchase of consumer goods for the use of these persons 
themselves, then the potential amount of cash and deposits 
available for consumer spending would be $25.8 billion 
as of the end of 1944. If we assume, further, that indi- 
viduals plan to use half of their share of the cash and 
deposits for some kind of investment if and when favor- 
able opportunity offers, then the amount which would be 
likely to come into the consumer goods market would be 
$12.9 billion, or one-quarter of the grand total. 

The additions to deposits in savings and loan associa- 
tions have been so small, relative to the total, as to con- 
stitute no serious inflation threat even if the entire amount 
thus accumulated were to be withdrawn for consumer 
spending. That this will happen is quite unlikely, but we 
might concede that half, or $1.2 billion, will be so used. 

The next item in the list, insurance and pension re- 
serves, consists of amounts accumulated under private and 
government insurance. The distribution of the total be- 
tween the two forms, since 1940, is as follows: 








Class Billions 
cia cctlachiensitonnend S iz7 
CINE RIN oii cciccssscwscccvadsrncoenrccrne 13.6 

9 TE ee Oe CO ee ee $ 26.3 


It is improper to classify these accumulations as liquid 
savings, as if they were available for spending like currency 
and bank deposits, or savings bonds. They do represent 
cash withdrawals from employee and employer income and 
in this sense they are ‘‘savings” rather than spendings. But 
those who performed the “‘saving,’”’ voluntarily in the case 
of private insurance and under compulsion in the case of 
government insurance, have no access to the funds such as 
they would have if the same amounts had been deposited 
in personal banking accounts. 

A small amount of cash will be realizable from these 
savings, but it would be of no consequence as an inflation 
threat and is disregarded here. In the case of private in- 
surance, the accumulation has been built up by the payment 
of premiums on all sorts of life insurance and annuities. 
Life policies accrue a cash surrender value and also a loan 
value as premiums are paid. In neither case would the 
amount realizable be more than a minor fraction of the 
premium payments. In order that any part of the $12.7 
billion which the people have paid since 1940 to maintain 
insurance policies should become available for consumer 
spending, it would be necessary to sacrifice the protection 
of the policies by taking the cash surrender value, or to 
cut into that protection by borrowing against the loan 
value. While both of these practices occur, and both are 
available to policyholders to meet emergencies, it is not 
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reasonable to expect that any substantial impairment of 
personal insurance will be resorted to in order to acquire 
spending money after the war. 

The government insurance represents the amounts col- 
lected for the social security reserves against old-age and 
unemployment benefits, the national service life insurance 
fund, and the various federal, state and local pension funds. 
Payments will be made out of these reserves only as indi- 
viduals become eligible to receive them, and then only to 
the extent that the current obligations to pay benefits ex- 
ceed the current contributions to these funds. The unem- 
ployment reserve is the one most likely to be drawn upon 
extensively within a short period, but this would occur 
only when and as severe unemployment had developed, a 
condition in which other spending would have declined 
materially. It is safe, therefore, to exclude the entire amount 
added to the insurance and pension funds from the total of 
savings likely to be used to produce a dangerous price 
inflation. 

There remains, in the liquid savings category, the pur- 
chases of securities. Of the total shown in the table on 
page 19, $34.6 billion consists of United States Savings 
Bonds. These bonds are widely held. They are redeemable 
after 60 days according to a fixed schedule of interest 
accrual at a rate well below that which would be earned 
if the bonds were held to maturity. Those who are carrying 
such bonds as an investment therefore have a strong in- 
centive to keep them until maturity. 

Nevertheless, the entire current redemption value of the 
savings bonds can be called for by the holders now, or at 
the end of the war. A certain small proportion of the 
outstanding amount is presented every month for redemp- 
tion. The redemption rate may be expected to rise some- 
what after the war, but there is no reason to believe that 
any large proportion of them will be presented promptly 
upon the conclusion of hostilities. A very liberal allowance 
would be one-fourth of the above total within one year. 
This would be about $8.7 billion of the savings bonds. 

The other securities acquired include other government 
bonds and private securities. Conversion of these into cash 
involves sale in the market, thereby absorbing cash from 
the buyers, except to the extent that new bank loans are 
involved. The amount of other securities is $6.7 billion. 
If we grant that half of this total is hypothecated or sold 
to purchasers who make use of new bank credits in buying 
them, the addition to the inflation money would be about 
$3.3 billion. 

Summarizing these estimates of the amount of the liquid 
savings which may be destined for consumer spending, 
we get the following: 


Class of Savings Billions 
Currency amd bamk deposits ....ccccccasessseneseeeneen $ 12.9 
Savings amd 10am assOCiatiOMs  e..eccccsnesemaeee 1.2 
I Fic ieaivensictenstepioiininidasiinthinstticanninaasipinitee 12.0 





Thus it appears that instead of total liquid savings 
amounting to $121.8 billion hanging over the consumer 
market as of the end of 1944, the amount likely to be 
spent for consumer goods is barely more than one-fifth 
of that total. For good measure call it $30 billion, or one- 
fourth of the total so-called “liquid savings.” To be sure, 
even so much as $30 billion could be a grave threat to 
price stability if the spending were to happen within a 
short time. Peculiar importance is thus given to the second 
question posed at the outset of this discussion, namely, 
How rapidly will the spending occur? Obviously the effect 
on prices will be governed by this rate. 

Again no prophetic answer can be given, but the logic 
of the case suggests that no large part of the savings 
earmarked for consumption spending is likely to come into 
the market at one time, or even in one year. 

The funds destined to be spent will be used under or. - 
or other of two circumstances. The first is unemployment, 
when savings must be drawn upon to supplement unem- 
ployment compensation. The second is the purchase of 
goods which were not available during the war, such as a 
car, washing machine, radio, refrigerator, new clothing, 
house repairs or new household equipment; or the pay- 
ment of children’s school costs, the expense of travel, and 
the like. 

The spending that will be necessary in supplementation 
of unemployment compensation will occur gradually. The 
entire labor force will not be thrown out of employment 
at the conclusion of active hostilities. A large part of it 
will continue to be employed and to receive income. These 
persons will experience no special urgency to draw upon 
savings in order to supplement current income for living 
expenses. The amount and the duration of the unemploy- 
ment that may occur during the reconversion period cannot 
now be forecast. Much will depend upon the freedom 
allowed to management to proceed with plans for civilian 
production as munitions orders are reduced. If there be 
sufficient unemployment to require rapid disbursement of 
the reserve held to pay compensation benefits, the payments 
will occur at a time when they would not be a serious 
inflation threat because of reduced spending by consumers 
generally. 

With respect to the plans which so many have been 
making for the acquisition of durable consumer goods, 
it is common knowledge that a large backlog of accu- 
mulated demand exists. In addition to replacements, there 
will be many whose wartime earnings will have put them 
for the first time in a position to acquire such goods. A 
cettain impatience will be experienced by all who have 
been looking forward to the fulfillment of their plans. 

It does not follow, however, that this impatience will 
lead to a mad scramble for the first units of postwar pro- 
duction or that many people will be ready to pay fanciful 
prices for what they want in order to get it immediately 
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rather than wait a few months longer. This would imply 
that large numbers of people had lost all sense of the 
value of money or that there is to be no guide to postwar 
costs. As to the latter, there will no doubt be a return to 
the practices of price publicity which prevailed before the 
war. The responsible manufacturers of automobiles, radios, 
refrigerators, washing machines, etc., will establish reason- 
able factory prices on the basis of their costs and normal 
profit expectations. These prices will be higher than those 
of the prewar period, but they will be related as before 
to labor and other costs plus profits. Such prices are 
seldom kept secret. Rather, they are featured prominently 
in the manufacturers’ advertising and in the sales promo- 
tion of dealers. Thus the people generally will be advised 
of the prices they should pay. 

As the assembly lines begin to function, the respective 
products will be available to dealers on an established 
factory price basis. The methods whereby dealers will 
apportion the early supply among their customers will 
vary, and will in any case be their own concern. Until the 
urgent need is met there must inevitably be some orders 
for future delivery, regardless of the price that any one 
might be willing to pay for the first units off the as- 
sembly line. 

To this point it may be concluded, first, that while the 
inflation potential in the accumulated liquid savings is 
significant, even after being whittled down to realistic 
proportions, it is not necessarily menacing. If it were to 
be used in the market gradually, over some years, it would 
be conducive to steady produaion and employment. On 
the other hand, if it were to be dumped into the market 
suddenly, it could seriously endanger price stability. 

The one thing that could convert the postwar marketing 
process from the orderly one outlined here into a mad 
scramble for goods at any price would be a first-rate price 
inflation scare. If enough people get the idea, rightly or 
wrongly, that the money represented by their savings bonds, 
insurance policies and bank deposits is destined to decline 
rapidly in buying power, there could develop a spending 
spree in which a lot of innocent people would get hurt. 
Perfectly sound banks have been wrecked by runs, and a 
wild inflation scare is a bank run magnified many fold. 
Dealers and manufacturers alike could hardly resist being 
drawn into this whirlpool once it really got going. 

Whether the people will release their savings that have 
been earmarked for consumption in a flood or in an or- 
derly flow will depend largely upon their views about 
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the future purchasing power of these funds. Assurance of 
continued stability of purchasing power will be the factor 
best calculated to result in orderly, prudent spending of 
the accumulated income intended for consumption pur- 
poses. A lack of confidence would lead to efforts to con- 
vert as much as possible of the whole $120 billion of so- 
called “liquid savings” into goods. 

The maintenance of confidence in the stability of our 
purchasing power is evidently a responsibility of govern- 
ment. Continuance of controls over prices, wages, and 
rationing will do little to preserve this confidence. On the 
contrary, such controls after the war are quite likely to 
be construed as an admission of weakness. This would be 
a correct interpretation, particularly if other policies were 
such as to create the impression that the controls were 
simply a process of sitting on the safety valve. In any case 
the controls would be no more effective against black 
marketing than prohibition was against bootlegging. 

The postwar policy that would do most to maintain 
confidence in the stability of purchasing power should 
embrace the following: 

1. A moderate budget financed on a cash basis. This 

would stop credit inflation at its source. 

2. Taxation at a level sufficient to cover the budget 
and to provide for some debt retirement. No country 
ever had a wild commodity price inflation while its 
budget was in balance and its debt was being re- 
duced. 

3. Repeal of all legislation under which there can be 
any tinkering with the currency, such as further de- 
valuation of the dollar, the issue of Greenbacks, the 
dilution of bank reserves, and other inflationary 
devices. 

4. A green light to private enterprise to proceed with 
civilian production as promptly after the termination 
of war contracts as reconversion will permit. The 
early prospect of a reasonably adequate supply of 
goods will go far to prevent crowding and jostling 
to get them. 

A definite assurance that their liquid savings will not 
be evaporated by foolish public spending, borrowing, and 
further credit inflation will make the people much more 
disposed to walk than run to the exit. 


HARLEY L. i UTZ 
Professor of Public Finance 
Princeton University 
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